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West Java province is one of thirty provinces within Indonesia which has availability of 
resources  and  located  close  to  the  capital  city  Jakarta.  The  gross  regional  domestic 
product (GRDP) of this province accounted a high value, contributed from GRDP of a 
number  of  sub-province  or  local  areas.  The  growth  of  per  capita  income  before 
economic crisis 1997 was high, however it has decreases after the crisis similar to what 
happened at the national level. One year after that crisis, per capita income for West 
Java province and Indonesia decreased at 20.47% and 15.06% respectively. Those level 
of per capita income were 1.31 and 1,84 million Rupiahs respectively. The indication of 
poorer welfare level is occured for West Java province compared with national level. In 
the  supply  side,  the  poorer  economic  performance  after  the  crisis  was  caused  by 
shortage of private and public investment besides the crisis effect itself. The smaller 
capital  stock  has  affected  the  decrease  in  GRDP  as  well  as  per  capita  income. 
Nevertheless four years after that, both the economy of the West Java province and the 
national level have improved as indicated by the increse in per capita income to become 
1.60 and 1.91 million Rupiahs respectively.  
Comparing the contribution of GRDP among the twenty sub-province or areas using 
data 1991-2000, there is a large share from only six of twenty areas. The share of those 
six areas accounted for 45.87% and 56.78% of provincial GRDP in 1991 and 2000 
respectively.  Those  six  areas  are  Bekasi  district,  Bandung  district,  Bandung  city, 
Karawang district, Bogor district and Cirebon city. The larger share of those six areas is 
because of their higher economic growth compared with other areas. They also have 
some advantages such as located near the market. Bekasi, Karawang and Bogor are 
located close Jakarta as potential domestic market and entry point for export. The other 
areas such as Bandung is the capital city of West Java province or as potential local 
market and Cirebon is location for distribution channel to other province such as Central 
Java.  A  great  deal  of  their  industrial  development  is  located  near  the  market  and 
therefore acts as stimulus to high growth, because they are able to invite both domestic 
and  foreign  investor  to  develop  manufacturing  industry  and  some  of  them  are  for 
export.  
The divided group areas between those six industrial areas and another agriculture 
areas is based on their major sector development. The facts of economic development in 
West Java is that the large economic shares of those six industry areas on provincial 
economic growth. That is, those six areas are like a growth center to the province and 
also as a center of manufacturing industry agglomeration. On the other side, another of 
those six areas are more characterized with agriculture development. Nevertheless, all 
areas concern with the relative importance of the social public sector that has been 
strengthened facing the autonomy of the local economy. The terms of local government 
financing in public services and infrastructures in term of per capita measurement is an 
indicator of how it is able to influence local economic development. 2                       RINA INDIASTUTI 
 
 
The purpose of this paper is to examine the different regional financing on per capita 
income  growth  based  on  the  empirical  regional  economic  growth.  We  use  data  of 
twenty areas within West Java province to examine the growth factors for all areas 
within province, developed manufacturing industrial areas and developed agriculture 
areas.  The  developed  industrial  areas  are  classified  by  the  relatively  large  share  of 
manufacturing value added on GRDP and having a tendency to increase. Based on that 
classification, the agriculture areas consist of the area which develop agriculture sector 
more intensively than the manufacturing sector. In the model, the growth factors consist 
of capital from private and local government. The model building is generated from 
production  function  concerning  the  question  about  the  effectiviteness  of  local 
government investment in public service and in infrastructures. Moreover, we included 
variable of economic crisis to explain the effect on economic growth. We can therefore 
see  the  different  factors  in  influencing  economic  growth  between  industrial  and 
agriculture areas. The meaningful way to understand the regional economic growth is to 
focus on how and why individual welfare in a particular region changes overtime, and 
also why it differs from another region. 
 
REGIONAL DEVELOPMENT, FINANCING AND GROWTH 
The  terms  of  economic  development  and  economic  growth  are  sometimes  used 
interchangeably. Development refers to all changes in the economy including changes 
in economic structure that accompanies changes in output or GRDP. An increase in 
GRDP and per capita output as an indicator of economic development is part of the 
growth process. That is, economic growth is the entire process that results in higher per 
capita output or per capita income.  
The economic development in the sub-rprovince or areas within West Java province, 
can be distinguished into developed industrial- and agriculture activities based on the 
level of their shares on GRDP and its trend. Table 1 presents data that some economic 
development indicators in six selected industrial areas and in provincial level.  Six areas 
as mentioned above have the larger share of manufacturing development while second 
group areas have the larger share of agriculture development. There occurred a process 
of  structural  change  during  1991-2000  that  alters  aspects  of  production  that  differs 
between those two group areas. 
The structural change that a growing economy goes through is occured in all areas 
within West Java province. Data in table 9.1 indicates the industrial group areas grew 
fastest over six years before economic crisis in 1997. In that periode, they enjoyed the 
highest levels of per capita output or income. The highest value added is resulted from 
the manufacturing activities. However the manufacturing activities need more capital 




 THE  FINANCING  OF  REGIONAL  DEVELOPMENT  AND  ECONOMIC  GROWTH  IN  WEST  3 
JAVA PROVINCE  
 
 





Real Economic  
Growth (%) 
Industrial Areas 
1991  2000  1991  2000  1991-96  1996-2000 
Bekasi district  0.19  0.04  0.38  0.65  23.51  -2.37 
Bandung district  0.15  0.10  0.40  0.52  11.01  -2.23 
Bandung city  0.01  0.004  0.28  0.27  17.73  -2.35 
Bogor district  0.19  0.10  0.29  0.52  24.08  -5.46 
Karawang district  0.30  0.18  0.25  0.33  12.03  -0.06 
Cirebon city  0.09  0.22  0.004  0.32  10.29  1.03 
West Java province*  0.18  0.16  0.25  0.31  12.64  -1.72 
* Separated from Banten 
 
Based on the description of economic development in some areas within West Java 
province, it is the substantial development that will increase the economy’s ability to 
provide financial sources to enhance the economic growth. Private sector is the greatest 
financial  source  to  push  regional  economic  development.  Domestic  and  foreign 
investment are the important source of capital accumulation that is the main factor of 
production.  However  the  flow  of  domestic  and  foreign  investment  entered  into  the 
industrial  areas  in  large  amount.  The  terms  of  another  investment  is  from  local 
government. Local government saving is a source that is formed as local public capital 
used  for  public  infrastructures  building.  The  local  government  also  provides  the 
financing  for  public  services  that  is  expected  to  have  effect  on  regional  economic 
growth. 
The idea of the growth pole may be applied to the West Jawa province in the case of 
the  promotion  of  industrial  complexes  for  regional  development  purposes.  The 
complexes should be focused upon sectors with the characteristic of growth in output 
facilitated  by  private  and  government  financing  as  well  as  extensive  backward  and 
forward linkages to serve as the channels for the transmission of growth. The effect of 
increased output of  manufacturing has developed the local  markets, has encouraged 
more service firms, economic institutions, and infrastructures building. The center as 
well as local government will have to be concerned in providing infrastructures and 
public services. There is a so-called multiplier effect and makes the area more attractive 
to employer, investors and manufacturers in the next period. Thas is a reason why the 
industrial areas achieved  faster economic growth than those of agriculture areas. 
Additionaly, the development of some industrial areas may have advantages because 
it is located close to the capital city. This development process is called the ‘gravity 
model’ which postulates that the more developed and closer to the capital city, the more 
likely the investment and another financing is to come in.  
The  fact  of  economic  development  and  growth  in  some  areas  within  West  Java 
province is that of the important role of location and capital including another form of 
local  public  financing.  The  effect  of  location  on  economic  growth  as  called  as 
localization economies was also explained by export base model (Tiebout, 1956). While 
the important factor of capital as explained by Neo classical model.   
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DATA AND SOURCES OF DATA 
The  empirical  analysis  is  based  on  economic  data  of  twenty  sub-province  or  areas 
within West Java province supplied by the Regional Central Bureau of Statistics (Biro 
Pusat Statistik). Data for ten year, 1981-2000, consists of variables such as per capita 
output, private capital, local investment in infrastructures and public services. Output is 
measured by yearly rupiahs of real GRP. Private capital is measured by yearly rupiahs 
of real capital accumulation consists of domestic and foreign investment, and bank loan 
from people’s saving. Local financing in public infrastructures and public services is 
measured  by  yearly  rupiahs  of  real  local  government  expenditures.  The  descriptive 
statistics of those variables is shown in Table 9.2. The description for each variables 
yields the differential characteristics between industrial and agriculture developed areas. 
The  phenomena  of  the  economic  characteristics  are  used  to  construct  an  empirical 
model for explaining economic growth in terms of financing development factors for 
three grouped areas that is for provincial level and both two groups areas level. 
The  private  capital  mobilization  occured  in  some  areas  that  categorized  as  the 
industrial developed areas. The existence of many firms in these areas can have positive 
effect on capital mobilization, and in turn be able to contribute to higher output and per 
capita  income.  In  line  with  the  higher  intensity  of  economic  development  in  the 
industrial developed areas, per capita public service was provided by local government 
in greater proportion. Regarding the public investment in infrastucure provided by local 
government, the people in industrial areas benefit more than those in the agriculture 
areas. However, there is no difference in per capita investment in public services. The 
quantity of public services are similarly provided in both areas.  
 
Table 9.2   Means of Economic Variables 








1991-1996 (pre-economic crises)   
Per capita output (Million rupiahs)   1.637  2.130  1.363 
Per capita private capital (Million rupiahs)  2.583  4.729  1.215 
Per capita financing in infrastructures 
(Million rupiahs) 
0.022  0.021  0.020 
Per capita financing in public services 
(Million rupiahs) 
0.021  0.025  0.017 
1991-1996 (post- economic crises)   
Per capita output (Million rupiahs)   1.600  2.300  1.424 
Per capita private capital (Million rupiahs)  6.483  11.267  3.581 
Per capita financing in infrastructures 
(Million rupiahs) 
0.030  0.032  0.030 
Per capita financing in public services 
(Million rupiahs) 
0.077  0.080  0.067 
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EMPIRICAL MODEL  
In this section we construct a theoretical as well as empirical regional economic growth 
model. There are n local areas or municipal or city within province. Gross Regional 









                                                                         (9.1) 
 
Where  i P   is the average price of product produced is each local areas; 
      i Q  is quantity output produced in each local areas; 
   i   = Local areas 1, ….n 
 
Quantity output in local areas i is affected by private capital (KP), local government 
investments  in  infrastrustures  (KG),  local  government  financing  for  public  services 
(KS) and labor (L). The role of local government provision of infrastructures and public 
services are unlikely to stimulate the process of productivity. The productive sector will 
receive the benefits of public infrastructure and public services. The increase in KP, 
KG, KS and L thereby increasing the output. Then the empirical model was constructed 
which  accounts  for  the  interrelationship  between  economic  growth,  private  capital 
accumulation and public financing. 
 
) , , , ( i i i i i L KS KG KP F Q =                                                                   (9.2)  
 
Assuming the constant returns to scale, the equation (2) can be rewritten in intensive 
form in term of ratio per labor. The use of ratios such in this equation reduces the 
problems of multicollinearity and heteroscedasticity (Intriligator, p. 268). 
 
) , , ( i i i i ks kg kp f q =                                                                            (9.3) 
 
Assuming  all  prices  are  set  equal  to  1,  to  derive  a  measure  explaining  growth,  the 
equation (3) is written 
 
) , ( , i i i i ks kg kp f y =                                                                                 (9.4)  
 
Lets modify the Hall and Jones’s model in explaining the input productivity of growth. 
We  begin  with  the  Cobb-Doublas  production  function  with  local    public  financing-
augmenting technology of the form 
 
1
1 2 ( . ) i i i y kp kg ks
α α − = l l                                                                         (9.5) 
 
Where : α  = output elasticity with respect to input 
1 l and  2 l = public financing productivity in terms of infrastuctures investments and  6                       RINA INDIASTUTI 
 
 









α −  
=  
 
l l                                                                        (9.6) 
 
Lets  include  the  technological  productivity  separated  from  factor-augmenting 
technology in the logarithm form, 
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                                                      (9.7) 
 
Where: 0 ln A β =  







             2 1 ln β = l  
             3 2 ln β = l  
 
This equation (7) measures change in per capita output that is caused by the change in 
capital-output ratio and local public financing.  0 β  measures productivity change,  1 β  
measures  the  output  elasticity  with  respect  to  capital-output  ratio,  2 β   measures  the 
effect  of  public  financing  in  infrastructures,  and  3 β measures  the  effect  of  public 
financing in public services. 
 
EMPIRICAL RESULTS 
Based  on  the  growth  patterns  in  areas  group  within  the  West  Java  province,  this 
research  model  will  differentiate  between  the  two  area  groups,  that  is  for  the 
manufacturing developed- and agriculture developed areas. The two different areas is 
for the purpose of clarification of whether each factor of development financing has an 
impact on local economic growth.  
The  analysis  uses  data  of  change  in  per  capita  output  during  1991-2000  as 
dependent variable. The first hypothesis is tested which predicts the private and public 
capital as a factors of growth. The second hypothesis is the private investors are more 
aggresive to locate their funds within more manufacturing industrialized regions. The 
third hypothesis is whether there is a different effect of economic crisss on industrial 
and agriculture developed regions. To do so, the study estimates equation (9.7) using 
regression method. Table 9.3 presents the empirical results. THE  FINANCING  OF  REGIONAL  DEVELOPMENT  AND  ECONOMIC  GROWTH  IN  WEST  7 
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The  private  capital-output  ratio  has  a  significant  positive  effect  on  provincial 
economic growth of 0.088 %, implying that a 1% increase in capital-output ratio raised 
per  capita  output  by  0.088%.  The  significant  effect  is  higher  in  the  economy  of 
industrial developed areas while it is not significant  in the agriculture developed areas. 
The  significant  positive  coefficient  is  observed  for  financing  in  public 
infrastructures  for  provincial,  manufacturing  industrial  developed-  and  agriculture 
developed areas. That effect on economic growth in industial developed areas is more 
higher. That is to say that there is a large multiplier of infrastructures development in 
accelerating the local economic growth process. The amout of public infrastructure in 
the manufacturing developed areas is much larger than in agriculture developed areas. 
The  externalities  came  from  spillovers  from  manufacturing  activity  supported  by 
sufficient infrastructure expected to make linkages toward another related sectors in the 
same  area  or  within  particular  province.  The  externalities  became  higher  when  the 
location of industry near the market. That is, this creates the growth process.  
Facing the autonomy, the larger financing in public services in terms of general 
administration,  social  welfare  and  other  has  no  effect  on  economic  growth.  This 
indication is an important way for local authority’s concern in making local expenditure 
policy more appropriate in order to have a positive effect on local economic growth.  
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     (9.08)
 *** 
5.328 
     (25.38)
 *** 
Observations  200  60  140 
Adj R
2  0.412  0.608  0.393 
F Statistic  35.89  23.92  23.479 
% Change in output growth 
with respect to change in 







Effectiveness of investment in 
infrastructures ( 1 l ) 
1.684  2.329  1.881 
Effectiveness of investment in 
public services ( 2 l ) 
1.037  0.966  0.932 




(1)  The dependent variable is change in real per capita GRP (Gross Regional Product) during 1991-2000.  
(2)  t-statistics are within brackets 
(3)  *) significant at the 10 percent level, **) significant at the 5 percent level, ***) significant at the 1 
percent level 
 
Another  interesting result is  that  no  impact  of  the  economic  crisis  on  economic 
growth in developed agriculture areas but that significant negative effect on economic 
growth in developed-industrial areas. We interpret these results as showing there to be 
no sustainable growth for industrial areas if the production activity is dampened because 
of the economic crisis. On the other side, the developed industrial areas had to maintain 
increases  in  private  investment  to  sustain  economic  growth.  This  means  that  the 
domestic  and  local  market  is  not  sufficient  in  strengthening  the  production  side. 
Investment mobilization is necessary to establish the manufacturing industrial activity. 




The gap of Regional economic development exists among region areas within West 
Java  province  accompanied  with  the  change  in  economic  structure.  The  fastest 
economic  growth  was  characterized  by  the  areas  leading  an  manufacturing  industry 
activity oriented as well as point-based, large financing mainly from private sector. That 
is,  the  structural  change  is  correlated  with  economic  growth.  In  fact,  the  economic 
development of particular area grew because enjoyed the  returns to the productive 
factor mainly physical capital and public infrastructures. 
The  significant  multiplier  effect  of  private  capital-output  ratio  on  provincial 
economic growth indicates that the areas leading an agriculture activity had to collect 
more  capital  from  many  financial  sources  in  order  to  develop  their  economy  more 
productive.  The  sufficient  capital  may  be  induce  the  higher  economic  growth  with 
accompanying with the development of agro-industry sector. 
The major finding is that the role of the local public financing in infrastructures in 
regional economic growth has been of significant importance although the magnitudes 
of  the  effects  are  different.  Nevertheless  that  significant  effect  of  financing  in 
intrastructures  does  not  accompany  with  the  greater  local  budet  allocation  for 
infrastructures.  There  is  only  47.14%  of  total  local  budget  for  spending  in  public 
infrastructures while the effectivity of infrastructures investment is far higher than that 
of  public  services  financing,  that  estimated  by  1.684  of  infrastructure  financing 
comparing with 1.037 of public services financing. In the next time, the proportion of 
this allocation should be larger. 
Classifying two groups into developed industry- and developed agriculture areas be 
able  to  explain  the  factors  of  their  economic  growth.  The  financing  from  local 
government in agriculture developed areas be able to explain their economic growth 
rather than that of the existence of private capital.  Even no effect of economic crises on 
their  economic  growth.  The  role  of  government  in  term  of  public  infrastructures THE  FINANCING  OF  REGIONAL  DEVELOPMENT  AND  ECONOMIC  GROWTH  IN  WEST  9 
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development  in  the  developed  agriculture  areas  is  the  important  way  to  push  the 
economic development and its growth.  
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